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Students’ Department
H. A. Finney, Editor
H. P. Baumann, Associate Editor

AMERICAN INSTITUTE EXAMINATIONS

(Note.—The fact that these solutions appear in The Journal of Ac
countancy should not cause the reader to assume that they are the official
solutions of the board of examiners. They represent merely the opinions of
the editors of the Students' Department.)

Examination

in

Accounting Theory and Practice—Part I

May 17, 1928, 1 P. M. to 6 P. M.
The candidate must answer the first four questions and one other question.
No. 1 (30 points):
(a) The M. E. F. Manufacturing Company distributes burden by using
man-hour departmental rates, determined at the close of each month.
Last month, the rate for department F was almost double that of the prior
month and the president of the company claims that an error has been made.
The cost accountant says that he has determined the rate as usual and that
his computations are correct.
You are called in to investigate and you discover that one half of the ma
chines in the department were idle during the greater part of the period, which
accounts for the increase in the burden rate.
The president expresses his opinion to you that the cost accountant is con
fusing “cost” with “loss.”
Discuss the matter and explain, briefly, your conclusions.
(b) The plant of the Atlas Manufacturing Company is made up of six
buildings, on one site, in the town of P.
Burden is distributed by using the “ predetermined-machine-hour rate
method.”
A machine, numbered A-2-34, has a burden rate of $0.2146 per hour, on the
assumption that the center should operate 2,000 hours in the current year.
Explain, as fully as possible, giving schedules, how the rate is determined,
assuming that steam power is used and that light and water are purchased.
(Note:—You may submit your answer to part (b) in the form of a diagram, if
you so desire. The time devoted to problem No. 1 should not exceed one and
one-half hours.)
Solution:
(a) While manufacturing expenses do not usually vary to a great extent
from one month to another, production may, and generally does vary, espe
cially in a seasonal industry. Accordingly, if the monthly expenses are dis
tributed against the monthly production which varies considerably, the rate of
expense per unit of production will fluctuate considerably—with a low rate in
those months in which peak production prevails and a high rate when produc
tion declines. Such a situation is present in department F of the M. E. F.
Manufacturing Company.
Having determined the cause of the increase in the rate, the accountant
should continue with his investigation to ascertain whether the idle time might
be eliminated or reduced, or whether it represents a normal or seasonal slack
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period, a case in which the method of distributing the manufacturing expense
should be revised.
As a fiscal year is a normal period in which all business transactions may be
accounted for, it is suggested that a rate of distribution of manufacturing
expense based upon the expense and production for a fiscal year be used, to
eliminate the extreme month-by-month fluctuations which occur when a
monthly distribution is made. The normal or predetermined rate is, of course,
an estimate, for the actual expense and production can not be known until the
end of the fiscal year. However, an analysis of the expenses and production of
the past years, and a careful consideration of possible and probable changes in
conditions of the current year should enable the accountant to arrive at a
reliable rate to be used. This predetermined rate should be checked against
actual results from time to time and major changes should be recognized imme
diately in a revision of the rate used.
Cost accountants generally agree that it is impossible to eliminate all idle
time—that 80 per cent. actual running time may be considered as normal.
It is necessary, however, to keep accurate account of the idle time, not only as
to cost but also as to the cause, if this waste is to be reduced to a minimum.
The cost of idle time may be treated in the accounts as additional overhead
expense to be applied to production. It is also advocated by some that idle
time or under-applied overhead due to sub-normal production should be
charged directly to profit and loss as a loss in order that only “normal” cost
shall appear in the operating statements as cost.
(b) The “predetermined-machine-hour rate method” distributes burden, or
manufacturing expenses, to production on the basis of the number of hours the
machine or machines in the production center are used. The cost of operating
these machines includes those expenses which may be definitely allocated to the
center, such as labor, the cost of space occupied, insurance, taxes, depreciation,
repairs, maintenance, power, etc., and, unless a different method of distribution
is used, the applicable portion of indirect departmental and general operating
expenses.
Before a schedule can be prepared to determine the burden rate of machine
number A-2-34, it will be necessary to analyze the power costs to ascertain the
portion chargeable against the center.
If electrical current is generated in the power plant and is transmitted and
metered to the production center, accurate costs of power are possible. From
the wording of the problem however, it is assumed that steam power is piped to
the several centers, via the buildings. The unit charge for power, therefore,
should be determined by dividing the total power-plant costs by the horse
power hours (the horse-power generated multiplied by the total hours of
operating time).
The schedule on the following page (exhibit I) may be used to determine the
cost to operate the power plant, and to distribute the cost to the buildings. Ex
hibit II may be used for the further distribution of power-plant costs from the
buildings to each production center located therein. Amounts are not filled in
in the schedules as it is presumed these were not expected by the examiners
inasmuch as a time limit was stated.
In explanation of the operation of this schedule it might be stated that the
horse-power hours per building are determined by multiplying the horsepower
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$ (a)

$ (b)

Total ..............................................

Cost per horse-power hour...............

Costs
Details
Fuel—oil............................................ $
Fuel—coal.........................................
Electric current purchased................
W ater................................................
Supplies............................................................
Repairs..............................................
Maintenance....................................................
Sundries .............................................
Labor ................................................................
Depreciation......................................
Taxes ................................................................
Insurance...........................................
Rent (if leased).................................

Totals

B

A

F

E

D

C

(c)

Record of distribution of power plant costs to buildings
From
19 to
19
Distribution
Amount
Building Horse-power Operating time Horse-power

Hours

I

$ (d)

Power cost

Exhibit
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by the operating time. This data should be obtained from the chief engineer.
The total cost (a) divided by the total horsepower hours (c) will give the cost
per horse-power hour (b). The distribution of the power costs to the buildings
is apparent.
In exhibit II following, the power cost of building A (d) is distributed further
to the machine centers:

Exhibit II
Record of distribution of power costs to production centers
From
19 to
19
Building A Rate per H. P. H. $
Machine
Horse-power
Operating
Horse-power
Power cost
time
hours
A-2-34..............
etc...................................................................................... $
Totals..........

$

(d)

Having obtained the steam-power cost applicable to machine center A-2-34
the accountant may proceed with his schedule to determine the burden rate.
Those expenses more or less fixed, and based upon floor space occupied or value,
such as rent, depreciation, insurance and taxes present no particular difficulty in
assembling. Repairs, maintenance, and labor applicable to the center require a
careful analysis of past performance and future expectancy. Idle time and
other indirect departmental and general operating expenses are generally
distributed to the centers on a basis of unit of output or unit of time.
Exhibit III following shows a rate card for machine A-2-34:

Exhibit III

Rate Card
Machine A-2-34
Details
Amounts
Rent....................................................................................................
$
Depreciation.......................................................................................
Maintenance......................................................................................
Repairs...............................................................................................
Power.................................................................................................
Light...................................................................................................
Insurance...........................................................................................
Taxes..................................................................................................
Direct labor.......................................................................................
Indirect departmental expense.........................................................
General operating expense................................................................
Total...............................................................................................

$429.20

Operating hours.................................................................................

2,000

Rate per hour.....................................................................................

$0.2146
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No. 2 (23 points):
A partnership agreement provided that profits or losses should be shared in
this proportion: A, five twelfths, B, one third and C, one fourth, the capital
contributed originally being in this proportion.
At the end of a certain period, the books showed assets, $90,000 and these
capital accounts: A, $10,000, B, $30,000 and C, $50,000.
It was decided to liquidate and in the process the following transactions
were recorded:
Mar. 31—Assets inventoried at $10,000 were sold for $8,000
Apr. 30— “
“
“ 40,000 “ “ “ 19,500
June 30— “
“
“ 10,000 “ “ “ 7,000
Sept. 30— “
“
“ 30,000 “ “ “ 14,700
The amounts realized were credited, as of the dates given, in accordance with
agreement.
Prepare a statement showing the entries in each partner’s account and the
final balances.
Solution:
The problem states that “the amounts realized were credited, as of the dates
given, in accordance with agreement.”
The amounts realized would be credited to the accounts of the assets sold,
the differences between the amounts realized and the amounts at which the
assets were carried in the accounts representing, in this case, losses chargeable
to the partners in their profit-and-loss ratio of five twelfths, one third, and one
fourth. It is not stated that the cash realized from the sales was distributed as
received. If no cash payments were made to the partners until all the assets
were realized, the only entries in the capital accounts prior to that time would
be for losses upon realization as shown by the following statement:
A, B and C
Statement of capital accounts showing entries in each partner’s account and final balances
(Period)
ABC
Together
Profit-and-loss ratio.................
5/12
1/3
1/4
12/12
Credit balances of capital ac
counts (date)........................................ $10,000.00 $30,000.00 $50,000.00 $90,000.00

Debits for loss on sale of assets
March 31, 192-:
Book value......................... $10,000.00
Amount realized................
8,000.00
Loss....................................

833.33

$2,000.00

Balances.........................

666.67

500.00

2,000.00

$9,166.67 $29,333.33 $49,500.00 $88,000.00

Debits for loss on sale of assets
April 30, 192-:
Book value......................... $40,000.00
Amount realized................ 19,500.00

Loss.................................... $20,500.00

8,541.67

6,833.33

5,125.00

20,500.00

$625.00 $22,500.00 $44,375.00 $67,500.00

Balances.........................
Carried forward...............
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Brought forward...............
Debits for loss on sale of assets
June 30, 192-:
Book value..................... $10,000.00
Amount realized................
7,000.00
Loss....................................

1,250.00

$3,000.00

1,000.00

750.003,000.00

$625.00* $21,500.00 $43,625.00 $64,500.00

Balances..........................................
Debits for loss on sale of assets
Sept. 30, 192-:
Book value.................... $30,000.00
Amount realized................ 14,700.00
Loss.................................... $15,300.00

Balances.............................................

6,375.00

3,825.0015,300.00

$7,000.00* $16,400.00 $39,800.00 $49,200.00

Debits for cash distributed (see working
papers).......................................................

Balances........................

5,100.00

12,400.00

$7,000.00* $4,000.00

36,800.00

49,200.00

$3,000.00 $

Working papers—September 30, 192-

Profit-and-loss ratio.....................................
Total capitals before distributing cash..........
Less: Cash for distribution...........................

AB
5/12
1/3
$7,000.00* $16,400.00

C
Together
1/4
12/12
$39,800.00 $49,200.00
49,200.00

Possible loss (in P. & L. ratio).....................

Capital greater than possible loss................
Capital less than possible loss........................

$
$16,400.00 $39,800.00
$7,000.00

Additional possible loss to B and C:
B—4/7 of $7,000.00......................
C—3/7 of $7,000.00.......................

4,000.00

3,000.00

Balances, representing the excess of capital
over possible loss.......................................

$12,400.00 $36,800.00

The $49,200.00 cash for distribution should be paid:
To B—$12,400.00
To C— 36,800.00

Total $49,200.00

If it had been desired to distribute the cash realized from the sale of the
assets in instalments as received, the distribution of the cash and the entries in
the partners’ accounts would have been as shown below:
* Debit balances.
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A, B, and C

Statement of capital accounts showing entries in each partner's account and
final balances
(Period)
C
Together
A
B
1/4
12/12
5/12
1/3
Profit-and-loss ratio...........
Credit balances of capital
accounts (date)...........
$10,000.00 $30,000.00 $50,000.00 $90,000.00
March 31, 192-:
Debits for loss on sale of
500.00
2,000.00
assets.......................
833.33
666.67

Balances..................
Debits for cash distributed
(see working papers). .

$9,166.67 $29,333.33 $49,500.00 $88,000.00

Balances.................
April 30, 192-:
Debits for loss on sale of
assets.......................

$9,166.67 $29,333.33 $41,500.00 $80,000.00

Balances..................
Debits for cash distrib
uted (see working
papers)....................

$625.00 $22,500.00 $36,375.00 $59,500.00

Balances..................
June 30, 192-:
Debits for loss on sale of
assets.......................

$625.00 $22,500.00 $16,875.00 $40,000.00

8,000.00

8,541.67

6,833.33

5,125.00

19,500.00

1,250.00

1,000.00

750.00

8,000.00

20,500.00

19,500.00

3,000.00

Balances..................
Debits for cash distributed
(see working papers).. .

$625.00* $21,500.00 $16,125.00 $37,000.00

Balances..................
September 30, 192-:
Debits for loss on sale of
assets.......................

$625.00*$17,500.00 $13,125.00 $30,000.00

4,000.00

6,375.00

5,100.00

Balances..................
Debits for cash distributed
(see working papers).. .

$7,000.00* $12,400.00

Balances..................

$7,000.00* $4,000.00

8,400.00

* Debit balances.
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3,825.00

7,000.00

15,300.00

$9,300.00 $14,700.00
6,300.00
$3,000.00 $

14,700.00
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Working papers—March 31, 192AB
C
Profit-and-loss ratio..........
5/12
1/3
1/4
Total capitals before dis
tributing cash.............
$9,166.67 $29,333.33 $49,500.00
Less: Cash for distribution

$88,000.00
8,000.00

Possible loss (in P. & L.
ratio)...........................
33,333.33

$80,000.00

Capital greater than pos
sible loss......................
Capital less than possible
loss............................... $24,166.66

Additional possible loss to
B and C......................
B—4/7 of $24,166.66
C—3/7 of $24,166.66

26,666.67

20,000.00

Together
12/12

$2,666.66 $29,500.00

13,809.52

10,357.14

Capital greater than possi
ble loss........................
Capital less than possible
loss..............................

$19,142.86
$11,142.86

Additional possible loss to C

11,142.86

Balance, representing the
excess of capital over pos
sible loss......................

$8,000.00

The $8,000.00 cash for distribution should be paid to C.
Working papers—April 31, 192AB
C
Together
Profit-and-loss ratio...........
12/12
5/12
1/3
1/4
Total capitals before dis
tributingcash ..............
$625.00 $22,500.00 $36,375.00 $59,500.00
19,500.00
Less: Cash for distribution
Possible loss (in P.&L. ratio)

16,666.67

13,333.33

Capital greater than possi
ble loss........................
$9,166.67
Capital less than possible
loss.............................. $16,041.67
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Additional possible loss to
B and C
B—4/7 of $16,041.67
C—3/7 of $16,041.67
Balance, representing the
excess of capital over pos
sible loss......................

9,166.67
6,875.00

$19,500.00

$

The $19,500.00 cash for distribution should be paid to C.

Working papers—June 30, 192A
BC
Together
Profit-and-loss ratio...........
5/12
1/3
1/4
12/12
Total capitals before dis
tributingcash.............
$625.00* $21,500.00 $16,125.00 $37,000.00
Less: Cash for distribution
7,000.00

Possible loss (in P.&L. ratio)

12,500.00

10,000.00

Capital greater than pos
sible loss......................
$11,500.00
Capital less than possible
loss............................... $13,125.00

Additional possible loss to
B and C
B—4/7 of $13,125.00
C—3/7 of $13,125.00

7,500.00 $30,000.00
$8,625.00

7,500.00

5,625.00

Balances, representing the
excess of capital over pos
sible loss......................

$4,000.00

$3,000.00

The $7,000.00 cash for distribution should be paid as follows:
To B—$4,000.00
To C— 3,000.00
Total $7,000.00

Working papers—September 30, 192—
A B
C
Together
Profit-and-loss ratio..........
5/12
1/3
1/4
12/12
Total capitals before dis
tributingcash.............
$7,000.00* $12,400.00 $9,300.00 $14,700.00
Less: Cash for distribution.
14,700.00
Possible loss (in P. & L. ratio)

$

*Debit balances.
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Capital greater than pos
sible loss......................
$12,400.00
Capital less than possible loss $7,000.00

Additional possible loss to B
and C
B—4/7 of $7,000.00
C—3/7 of $7,000.00

$9,300.00

4,000.00

3,000.00

Balances, representing the
excess of capital over pos
sible loss......................

$8,400.00

$6,300.00

The $14,700.00 cash for distribution should be paid as follows:
To B—$8,400.00
ToC— 6,300.00

Total $14,700.00
AMORTIZATION OF PREMIUM OR DISCOUNT ON SERIAL BONDS

In the solution to problem No. 5, part I, of the May, 1927, American Insti
tute examination in accounting theory and practice, appearing on page 140 of
The Journal of Accountancy for August, 1927, the editors of this depart
ment used the “ bonds outstanding” method in determining the amount of bond
discount and expense to be claimed in each of several years as a deduction from
gross income for federal income-tax purposes. In the November, 1927, issue,
at page 387, there was published a letter received by the editors relating to that
solution. This letter drew attention to I. T. 1412 as authority for what was
termed the “ serial method ” which gave results different from those obtained
by the bonds-outstanding method.
It is desired, with no intention, however, of encroaching upon the domain
of the Income-tax Department, to invite attention to G. C. M. 3832, recently
published. In this memorandum, the opinion is expressed that I. T. 1412
“has no application to the amortization of premium or discount on bonds
maturing serially, and some confusion has resulted through failure to limit it to
bond-issue expenses.” The opinion then proceeds to describe a method of
amortizing premium or discount on bonds which, regardless of the name given
thereto, gives the results obtained by the bonds-outstanding method.
Whether the distinction made in this memorandum between bond issue
expenses and discount or premium on bonds to the effect that the time element
is involved in the latter but not in the former and the different bases prescribed
for amortization of expenses and discount or premium will be universally con
curred in is another question.
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